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Please state your name and business address.

My name is Eric Lounsberry, and my business address is 527 East Capitol

Avenue, Springfield, lllinois 62701.

By whom are you employed and in what capacity?

| am employed by the lllinois Commerce Commission (“Commission”) as a
Supervisor of the Gas Section of the Energy Engineering Program of the Safety

and Reliability Division.

Please state your educational background and work experience.

| received a Bachelor of Science degree in Civil Engineering from the University
of lllinois and a Master of Business Administration degree from Sangamon State

University (now known as University of lllinois at Springfield).

What are your primary responsibilities and duties as the Supervisor of the Gas

Section of the Safety and Reliability Division's Energy Engineering Program?

| assign my employees or myself to cases, provide training, and review work
products over the various areas of responsibility covered by the Gas Section. In
particular, the responsibilities and duties of Gas Section employees include
performing studies and analyses dealing with day-to-day and long term,
operations and planning for the gas utilities serving lllinois. For example, Gas
Section employees review purchased gas adjustment clause reconciliations, rate

base additions, levels of natural gas used for working capital, and utility
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applications for Certificates of Public Convenience and Necessity. They also

perform audits of utility gas meter shops.

What is the purpose of this proceeding?

On November 28, 2007, the Commission initiated its annual reconciliation of the
Purchased Gas Adjustment (“PGA”) for calendar year 2007, as filed by
Consumers Gas Company (“Consumers” or “Company”), pursuant to

Section 9-220 of the lllinois Public Utilities Act (the “Act”). The Commission
initiated this investigation to determine whether Consumers’ PGA clause reflects
actual costs of gas and gas transportation for the twelve-month period from
January 1, 2007 through December 31, 2007, and whether those purchases

were prudent.

What is your assignment in this proceeding?

My assignment is to determine if Consumers’ natural gas purchasing decisions
made during the reconciliation period were prudent. | also provide background
information related to my understanding about the various agreements that have
historically existed and those that existed during the reconciliation period

between Consumers and its affiliate, Egyptian Gas Storage Corporation

(“Egyptian”).

Have you made a determination as to whether Consumers’ natural

gas purchasing decisions were prudent?
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Yes. Using the Commission’s criteria for prudence, | find no reason to dispute
the Company’s assertion that all gas supply purchases were prudently incurred
during the reconciliation period, except for the transactions between Consumers

and its affiliate Egyptian where Consumers hedged its winter gas supply.

What criteria does the Commission use to determine prudence?

The Commission has defined prudence as:

[...] that standard of care which a reasonable person would be
expected to exercise under the circumstances encountered by
utility management at the time decisions had to be made. In
determining whether a judgment was prudently made, only those
facts available at the time the judgment was exercised can be
considered. Hindsight review is impermissible.

Imprudence cannot be sustained by substituting one’s judgment for
that of another. The prudence standard recognizes that
reasonable persons can have honest differences of opinion without
one or the other necessarily being ‘imprudent’. (Docket No. 84-
0395, Order dated October 7, 1987, page 17)

What material did you review to determine the prudence of Consumers’ natural

gas purchasing decisions during the reconciliation period?

| reviewed the direct testimony of Company witness J. Glenn Robinson. | also
reviewed Company responses to numerous Staff data requests (“DR”) that
directly addressed issues related to the prudence of Consumers’ natural gas

purchasing.

What recommendations are you making in this proceeding?
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My review found the hedging transactions between Consumers and its affiliate
Egyptian imprudent because Consumers lacked the appropriate Commission

approval to enter into those transactions.

| conclude that the original purpose of the Gas Sales Agreement (“GSA”)
between Consumers and Egyptian was for the purchase of local gas production.
Further, | determined that at no time was a hedging transaction discussed or

considered with regard to the GSA.

My review also found that an inherent conflict of interest exists in transactions
between regulated Consumers and its unregulated affiliate Egyptian since
Mr. C. A. Robinson was the President and CEO of both Companies at the time

Consumers entered into the hedging transactions.

What do you mean by hedging transactions?

Hedging is any transaction that is designed to lower price risk. Price risk is the
uncertainty about whether the price changes. For this proceeding, | discuss the
hedging transactions involving Consumers agreeing to purchase a set volume of

natural gas in advance of the period during which Egyptian would deliver the gas.

Do you have any schedules attached to your testimony?

No.
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Hedging Transaction Summary

Q. Did Consumers take part in a hedging transaction with its affiliate Egyptian

during the reconciliation period?

A. Yes. Mr. J. Glenn Robinson in his direct testimony, page 4, indicates that in May
2006 Consumers signed a contract with its affiliate Egyptian for delivery of
77,000 dekatherms (“DTH?”) for delivery in the months of January, February, and

March 2007.

Q. Did Consumers notify the Commission in 2006 that it intended to enter into

hedging transactions with its affiliate Egyptian?

A. No. Inresponse to Staff DR ENG 1.72 from Docket No. 06-0744, Consumers
stated it did not notify the Commission of its intention to enter into hedging

transactions with its affiliate Egyptian.

Q. Do you believe the Commission’s rules governing affiliate transaction required
Consumers to notify the Commission of its intention to hedge gas supplies with

its affiliate Egyptian?

A. Yes. | am not an attorney, but my understanding of Section 7-101 of the Act is
that it requires Consumers to notify and to obtain approval of the Commission

before conducting business with its affiliate Egyptian.
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Did Consumers provide any rationale for what authority it used to perform
hedging transactions with its affiliate Egyptian pursuant to Commission

regulations?

In response to Staff DR ENG 1.61 from Docket No. 06-0744, Consumers stated
at the time of the transaction it had a contract with its affiliate Egyptian, known as

the Gas Sales Agreement (“GSA”), to purchase gas.

Do you agree that Consumers’ GSA provided it with the authority to conduct the

hedging transactions you discuss above?

No. As | will discuss in more detail below, | do not consider the GSA as
providing Consumers with the authority to enter into a hedging transaction with

its affiliate Egyptian.

Did Consumers utilize a request for proposals to solicit competitive bids for

hedging its 2006/2007 winter gas supply?

No. Inresponse to Staff DR ENG 1.61 in Docket No. 06-0744, Consumers
stated that it made no direct requests to other gas suppliers, and it considered
no other proposals. Consumers hedged its 2006/2007 winter gas supply with its
affiliate Egyptian without recourse to any market and without regard to whether

the hedging could be accomplished cheaper somewhere else.

Were the hedging transactions that Consumers executed with its affiliate

Egyptian in 2006 for its 2006/2007 winter gas supply prudent?
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No. | found Consumers’ hedging transactions with its affiliate Egyptian
imprudent because the transactions were performed without Commission
authority and without competitive bids. Staff withess Rearden, ICC Staff Exhibit
3.0, also finds Consumers’ hedging transactions with its affiliate Egyptian
imprudent. Dr. Rearden’s testimony provides further rationale as well as

calculates an imprudence disallowance.

Prior Cases

Q.

Has the Commission addressed Consumers’ decision to enter into a hedging

transaction with its affiliate Egyptian in the past?

Yes. In Docket No. 06-0744, Consumers’ 2006 PGA proceeding, Staff testified
that Consumers was imprudent for entering into a hedging transaction with its
affiliate. The Commission agreed. The Commission’s Order, in part, concluded

the following:

The Commission has reviewed the evidence presented and the
arguments of the parties, and is of the opinion that the evidence
shows that the gas purchases by Consumers in question were not
entered into prudently, and that Staff has properly calculated the
appropriate adjustment. The Commission notes that it closely
scrutinizes situations such as that presented here, where a party
has the opportunity to represent both a regulated utility and un-
regulated entity, as the risk of ratepayers subsidizing the un-
regulated entity are inherently present.

Staff correctly points out that as Mr. Robinson is the decision
maker for both Consumers and Egyptian, any transaction between
the two necessarily requires close scrutiny due to the potential for
Egyptian to profit on the transaction. The Commission finds that
the course of dealings between Consumers and Egyptian shows a
pattern of behavior that consistently results in Consumer's
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ratepayers incurring a higher cost of gas than should have occurred
had the purchases been pursued in a prudent manner. As reflected
in the evidence, the portion of Egyptian's sales that came from
Consumers was steadily increasing, until in 2006, Consumers was
apparently the only entity providing payments to Egyptian, which
provided Egyptian the opportunity to maximize profits at
Consumer's ratepayers expense. The evidence detailed by Staff
shows a consistent pattern of transactions in which the intent was
more to maximize the profit to Egyptian than to ensure that the
customers of Consumers received gas at a fair and prudent price.

While Consumers argues that there was a GSA in place between
Consumers and Egyptian which allowed the course of conduct in
which Consumers engaged in 2006, the Commission suggests that
the actions taken by Mr. Robinson went beyond what was
authorized in the GSA. The Commission further notes that renewal
of the GSA was considered by the Commission in Docket No. 08-
0139, and the Commission rejected Consumer's GSA as not in the
public interest. While the GSA was admittedly in effect during the
time period in question in this proceeding, the actions taken by Mr.
Robinson on behalf of Consumers and Egyptian appear to have
stretched beyond recognition the actions allowed under the GSA.
(Order, Docket No. 06-0744, pp. 23-24, April 12, 2011)

Do the hedging transactions at issue in this proceeding differ from the hedging

transaction at issue in Docket No. 06-07447

No. The hedging transactions at issue in Consumers’ 2006 and 2007 PGA
proceeding are related in that they were entered into under the same
circumstances, at approximately the same time, and involved the delivery of gas

for Consumers’ customers in the 2006/2007 winter season.

Aside from the hedging transaction, has the Commission discussed other

transactions between Consumers and its affiliate Egyptian in the past?



179

180

181

182
183
184

185

186

187

188
189
190
191
192

193

194

195

196

197

198

199

200

201

Docket No. 07-0570
ICC Staff Exhibit 2.0

Yes. Inits Order dated February 3, 2009, in Docket 05-0741 (Consumers’ 2005
PGA), page 6, IV Findings and Ordering Paragraphs, (7), the Commission

stated:

Consumers Gas Company shall cease any sale for resale
transactions involving the Gas Sales Agreement with Egyptian Gas
Storage Corporation until further order of the Commission.

In Docket No. 08-0139, Consumers attempted to get Commission approval to
renew the GSA. The Commission rejected Consumers request and stated in its

Order dated, August 18, 2010, page 18, in part, that:

Staff provides sufficient reason for the Commission to determine
that approving the Gas Sales Agreement would not be in the public
interest. Consistent with the conclusions in the Order in Docket No.
05-0741, the Commission again questions the sincerity of

Mr. Robinson's testimony and his motivations.

Background

Q.

What agreements did Consumers have with Egyptian that relate to Consumers’

supply of natural gas when it decided to enter into the hedging transaction?

In 2006, when Consumers entered into the hedging transactions with Egyptian, it

had two contracts with Egyptian, the GSA and a Gas Storage Contract.

Did the Commission approve these agreements between Consumers and

Egyptian?

Yes. The Commission approved the contracts in Docket No. 03-0349, in an

Order dated September 22, 2003. The Commission approved the precursor
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agreements in Docket Nos. 97-0338/97-0339 (Cons.) in an Order dated May 6,

1998.

Were you assigned to either of the cases wherein the Commission approved the

agreements between Consumers and Egyptian?

Yes. | was the Engineering witness assigned to both the 2003 as well as the

1997 proceedings.

Are you discussing both agreements in this testimony?

No. My discussions below are limited to Consumers’ use of the GSA.

What is local gas?

Local gas refers to any natural gas that is produced by wells in Illinois including

gas production from landfills.

Does the Commission have any rules or regulations governing the purchase of

local gas?

Yes. The Commission’s rules regarding local gas purchases are found in 83
lllinois Administrative Code 530 (“Part 530”), Safety and Quality Standards for
Gas Transportation for a Private Energy Entity by Gas Ultilities. The
Commission’s authority for Part 530 comes from the Gas Transmission Facilities

Act (“GTFA”), 220 ILCS 25 (previously lll. Rev. Stat. 111 2/3 para. 570).

Please summarize what is contained in Part 530.

10
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Part 530 contains the quality requirements for any local gas purchased by a
public utility, and sets forth the delivery requirements and the legal rights of the

parties.

Does Part 530 require utilities to purchase local gas?

No. However, Part 530 does require the utility to transport local gas. Since Part
530 requires utilities to transport local gas, the utility normally also purchases the
gas (at a price slightly below market), if the utility can make use of it and the gas
meets the quality specifications. Further, since local gas is priced below market

price, the utility can exhibit prudent behavior by acquiring the lowest cost gas

supply for its customers when it buys local gas.

Does the GTFA contain language relevant to the instant proceeding?

Yes. Section 1.03 of the GTFA states, in part, that:

"Private energy entity" includes every person, corporation, political
subdivision and public agency of the State who generates or produces
natural gas for energy for his or its own consumption or the consumption
of his or its tenants or for direct sale to others, excluding sales for resale,
and every person, corporation, political subdivision and public agency of
the State who buys natural gas at the wellhead for his or its own
consumption or the consumption of his or its tenants and not for sale to
others. (emphasis added)

Further, Section 3 states, in part, that:

Upon application of a private energy entity, and after notice to any
affected public utility and opportunity for hearing thereon, the Commission
shall authorize such entity to construct an interconnection for the purpose
of transporting natural gas for the private energy entity, if the Commission
finds:

11
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(@) that such interconnection is in the public interest and for the
general public benefit;

(b)  that the interconnection involves natural gas produced within
this State in the service area of the public utility, ultimately
consumed within this State, and which would otherwise be
undeveloped because a public utility is unable or unwilling to
purchase it at a price the Commission finds to be
reasonable; (emphasis added)

What is your non-legal understanding of the phrase “sales for resale” as it is

used in the GTFA?

My understanding of “sales for resale” as used in the GTFA refers to selling local
gas to a broker that then sells it to another entity. Under that situation the broker

does not qualify as a “private energy entity” as defined above.

In your non-legal opinion, does an entity who purchases gas from a non-local
source and resells that gas as local production qualify as a “private energy

entity?”

No.

Gas Sales Agreement

What is your understanding of the purpose of the GSA between Consumers and

Egyptian?

My understanding is that the GSA sets forth the terms under which Consumers

may purchase local gas from Egyptian.

12
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What is the basis for your statement that the GSA between Consumers and

Egyptian involves the purchase of local gas?

In the original proceeding that approved the GSA between Consumers and
Egyptian (Docket Nos. 97-0338/97-0339 (Cons.)), Consumers was asked in Staff
data request EGE 1.1 whether the gas purchased pursuant to the GSA would
always be priced less expensively than gas purchased pursuant to the
Company’s other gas supply agreements. The Company’s response indicated
that: “Local gas would always be 5¢ less than any other gas purchased. This is
because Consumers offers to pay less for local gas. However, the price in

sufficient to attract gas producers to drill along our system.”(sic)

In your experience, is a 5¢ reduction in the gas price from the market price a

common method for a gas utility to purchase local gas?

Yes.

Is there any evidence in the record in Docket Nos. 97-0338/97-0339 (Cons.) that
the Company would use the GSA to purchase any gas other than local gas

production?

No.

Has the Company commented on the GSA’s purpose?

13
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Yes. Mr. C.A. Robinson in his rebuttal testimony in Docket No. 08-0139 (CAR-
2.0, p. 4) agreed that the original purpose of the GSA was to allow the purchase

of local gas.

What changes, if any, did the Company make to the GSA that the Commission
approved in Docket Nos. 97-0338/97-0339 (Cons.) versus the GSA the

Commission approved in Docket No. 03-0349?

My review of the two agreements showed very minimal changes exist between
the two documents, with two exceptions. First, under Article IV — Price, Section
4.1, the 2003 agreement was altered to simplify the language that discussed the
price assigned to gas purchased by Consumers from Egyptian, but retained the
5¢ below-market language. The second change was to Article VIl — Quality,
Section 7.1, in that the 2003 agreement added language that specifically

referenced the gas quality requirements of Part 530.

Is there any evidence in the record in Docket No. 03-0349 that Consumers

contemplated purchasing any non-local gas via the GSA?

No. Further, Consumers added a reference to Part 530 in the GSA agreement.
In my mind, that strongly suggests that the purpose of the GSA was limited to the

purchase of local gas.

Does the Company agree that the purpose of the 2003 GSA was limited to the

purchase of only local gas?

14
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No. The Company stated that the 2003 GSA does not specifically mention local
gas. Further, Mr. C.A. Robinson, in his rebuttal testimony in Docket No. 08-0139
(CAR-2.0, p. 4), argued that the purpose of the GSA changed in the time
between the agreement the Commission approved in the 1997 proceeding and

the 2003 agreement that was in force during 2007.

Do you agree with Mr. Robinson’s statements?

No. While the GSA approved in the 2003 proceeding does not specifically
mention local gas, neither did the 1997 agreement. In fact, the closest either
GSA comes to referring to local gas was the 2003 agreement’s reference to Part
530. As such, itis not clear why Consumers’ interpretation of the purpose of the

GSA changed.

However, Consumers’ change in its interpretation of the GSA conveniently
provided Consumers’ affiliate Egyptian with the opportunity to profit from its gas

sales to Consumers.

If you assume the GSA provided Consumers with the ability to enter into a
hedging transaction with Egyptian, did the hedging transaction follow the terms

of the GSA?

No. In my non-legal opinion, Consumers did not follow the pricing provision
associated with the GSA in its hedging transaction. | have copied Atrticle IV -

Price, Section 4.1 from the GSA below.

15
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4.1 The term “delivered price” as used herein shall mean that price
paid by Buyer to Seller for natural gas delivered at Buyer’s gate.
The delivered price for natural gas sold and delivered pursuant to
this Gas Sales Agreement shall be as follows:

Gas will be priced $0.05MMBTU less than the gas purchased from
Buyer’s primary gas source, J.D. Woodward Marketing or other gas
supplier, PLUS the transportation charges equal to the amount charged
by TETCO to transport gas to the delivery point. (Docket No. 03-0349,
Petitioners Exhibit CAR B-Revised)

While | am not an attorney, my non-legal opinion is that Consumers and
Egyptian did not follow the pricing provision of the GSA for the hedging
transaction. Consumers agreed in May 2006 to purchase certain volumes of gas
from Egyptian for delivery in January, February, and March 2007 (aka the
hedging transactions). My understanding of how Egyptian priced the gas it sold
to Consumers in January, February and March 2007, was to begin with the price
that was agreed upon in May 2006, subtract 5¢, and then add in the
transportation costs from its gas supplier for gas delivered in January, February,
and March 2007, respectively. However, the agreed upon price was not based
on any actual gas purchases or even any offered gas prices since Consumers
did not solicit any alterative suppliers when it decided to enter into the hedging

transaction with Egyptian.

Conflict of Interest

Is there a conflict of interest when Consumers and Egyptian engage in gas

transactions?

16
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Yes. In response to Staff DRs ENG 1.57 and ENG 1.58, in Docket No. 06-0744,
Consumers stated that C.A. Robinson was the President and CEO of both
Consumers and Egyptian during the 2006 reconciliation period, which is when it
entered into the hedging transactions. | maintain that as President and CEO of
both Companies, Mr. C.A. Robinson faced an inherent conflict of interest on
every occasion where business decisions were made regarding transactions

between Consumers and Egyptian.

Of patrticular concern to me is that Mr. C.A. Robinson can lower the business risk
for the unregulated affiliate Egyptian by pushing that risk onto regulated
Consumers. This occurs because regulated Consumers can recover its costs
from ratepayers, subject to prudence, while Egyptian as an unregulated
Company does not have that recourse. Mr. C.A. Robinson had the opportunity
to choose how to allocate profits and business risks in transactions between
Consumers and Egyptian. The transactions between Consumers and Egyptian

are not true “arms length” business transactions between independent parties.

| also note that the Commission’s Order dated February 3, 2009, in Docket No.
05-0741 (page 4), Consumers’ PGA reconciliation for 2005, quotes Mr. C.A.
Robinson’s statement from the evidentiary hearing in that proceeding that “...his
role as President of Consumers Gas is to provide gas service at the lowest
possible cost to the customer.” The Commission’s Order also notes that,
conversely, Mr. C.A. Robinson later testified that as President of Egyptian Gas

Storage Corporation, his role is to maximize profits for the Company.

17
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Of course, | agree with Mr. C.A. Robinson’s responses. In fact, | consider that
these responses demonstrate the inherent conflict Mr. C.A. Robinson faced
when making business decisions involving transactions between Consumers and

Egyptian.

How did Mr. C.A. Robinson acquire the gas that he used for the supply that
consummated the 2006/2007 hedging transactions between Consumers and

Egyptian?

In response to Staff DR ENG 1.65 from Docket No. 06-0744, Mr. C.A. Robinson
stated that Egyptian did not purchase any natural gas to fulfill its hedging
transaction with Consumers and that Egyptian held sufficient natural gas in the
Egyptian storage field to fulfill the hedge transaction. He stated that the Egyptian
storage field had 150,010 Dth in inventory at the beginning of 2006. In response
to Staff DRs ENG 1.63 and 1.64 from Docket No. 06-0744, Mr. C.A. Robinson
noted that the volume of gas associated with the hedging transactions were
31,000 Dth (December 2006), 30,000 Dth (January 2007), 31,000 Dth (February
2007), and 15,000 Dth (March 2007), which total 107,000 Dth. Therefore, |
agree that Egyptian had sufficient gas in storage to perform the hedging

transaction with Consumers.

What was the value of Egyptian’s 150,010 Dth of storage inventory at the

beginning of the 2006 reconciliation period?

In response to Staff DR ENG 1.65 from Docket No. 06-0744, Mr. C.A. Robinson

noted that the 150,010 Dth of storage inventory had a value of $602,230.96.

18
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Therefore, on average, Egyptian’s storage inventory had a per unit value of

$4.01/Dth ($602,230.96/150,010).

What is the significance of the value of Egyptian’s storage inventory for the

hedging transaction between Consumers and Egyptian?

My concern is that the margin that Egyptian could achieve with the hedging

transaction influenced the timing and the need for the transaction activity. As

Table 1 below shows, the total potential margin for Egyptian on the 2006/2007

hedging transaction was approximately $735,000.

Table 1
Delivery Volume Hedge Inventory | Margin Margin $
Month Price $/Dth

$/Dth Cost $/Dth
December | 31,000 11.06 4.01 7.05 218,550
2006
January 30,000 11.46 4.01 7.45 223,500
2007
February 31,000 10.55 4.01 6.54 202,740
2007
March 15,000 10.07 4.01 6.06 90,900
2007
Total 107,000 735,690

Source:

Consumers’ Responses to Staff DRs ENG 1.63, 1.64 and 1.65 and DGK 7.01/7.02 from
Docket No. 06-0744 and ENG 1.47 from Docket No. 07-0570

Does the margin of $735,690 represent the profit to Egyptian from its hedging

transactions with its affiliate Consumers?
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No. Table 1 merely shows the spread between the average inventory cost of
gas in the Egyptian field and the price of the gas that Egyptian must deliver to
Consumers. Since my understanding is that Egyptian accounts for the storage
inventory by layers based on the time of injection, | would need detailed
information about Egyptian’s storage methodology to make a profit calculation.
For example, | would require knowledge on which gas layer the company
assigned to the gas sale, the price of that gas layer, what transactions costs the
company incurred, etc. However, | would note that this margin does likely

represent the general magnitude of Egyptian’s profit from this transaction.

As such, Table 1 demonstrates the information that Mr. C.A. Robinson had
available at the time he made his decision for Consumers to enter into the
hedging transaction with Egyptian. This is important because my evaluation of
the prudence of a decision is dependent on what the decision maker knew, or
should have known, at the time the decision was made. As such, when

Mr. C.A. Robinson, as President of Egyptian, was executing the hedging
transactions with Consumers, he knew the transactions had a margin, as well as

a general magnitude of profit of $735,690 for Egyptian.

Did the 2006/2007 hedging transactions between Consumers and Egyptian

reduce Egyptian’s business risk?

Yes. When Egyptian entered into these transactions, Mr. C.A. Robinson knew
Egyptian had sufficient inventory to perform the 2006/2007 hedging transactions

with Consumers at a potential margin of $735,690. Since Mr. C. A. Robinson
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controls both sides of the transaction between Consumers and Egyptian, there is
virtually no business risk for Egyptian. The potential to shift profits to an

unregulated business from a regulated utility is undeniable.

Do you have any other area of concern regarding the relationship between

Consumers and Egyptian?

As | noted in my direct testimony from Docket No. 06-0744, Consumers 2006
PGA proceeding, (ICC Staff Exhibit 4.0, pp. 18-19), the percentage of Egyptian’s
total sales to Consumers has steadily risen such that in 2006, Consumers was
responsible for 100% of Egyptian’s sales in 2006 (versus 53% in 2004, and 99%
in 2005). The Company’s response to Staff data request ENG 1.61 showed

Consumers continued to account for 100% of Egyptian’s sales in 2007.

My concern is that since Consumers’ gas costs are a direct pass through to
ratepayers, unless the Commission disallows imprudent gas costs, there will be
an incentive to maximize Egyptian’s profits via transactions between Consumers

and Egyptian.

Please summarize why an inherent conflict of interest exists between

Consumers and Egyptian.

As President and CEO of Consumers, Mr. C.A. Robinson stated his role is to
provide gas service at the lowest possible cost. As President and CEO of
Consumers, he decides on the timing of the hedge transaction and on which

entity to select for the transaction. As discussed by Staff withess Rearden, the
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timing and rationale of Consumers’ hedging was imprudent. Mr. C.A. Robinson
also did not seek competitive bids for Consumers’ hedges or consider any
alternatives to his affiliate Egyptian. Further, Consumers was the customer for
all of Egyptian’s sales in 2006 as well as 2007, and that increases Mr. C.A.

Robinson’s incentive to shift costs to Consumers and profits to Egyptian.

As President and CEO of Egyptian, Mr. C.A. Robinson did not face any risk in
this transaction, since he had the gas for the hedge transactions already in
inventory in the Egyptian field at a known price. In addition, Egyptian could
easily execute the hedge transaction because its storage field is integrated into

Consumers’ supply system.

In summary, Mr. C.A. Robinson as President and CEO of Consumers decides
the timing of the hedge, and Mr. C.A. Robinson as President and CEO of
Egyptian knows the profit that Egyptian can realize from the transaction using
that timing. This is not a true “arms length” business transaction between
independent parties. The opportunity to shift costs to a regulated utility and
profits to an unregulated business are obvious. The inherent conflict in this
transaction is self-evident and obviously shifts costs to the regulated utility and

consequently, profits to the unregulated business.

Does Mr. C.A. Robinson as President and CEO of Consumers claim Consumers’

ratepayers benefited from the hedging transaction with Egyptian?

Yes. Inresponse to Staff DR ENG 1.61 from Docket No. 06-0744, Mr. C.A.

Robinson states “Consumers chose to hedge with Egyptian as the gas was

22



473

474

475

476

ar7

478

479

480

481

482

483

484

485

486

487

488

489

490

491

492

Docket No. 07-0570
ICC Staff Exhibit 2.0

cheaper and was also deliverable as it was already in the Mills Gas Storage

Field.”

Do you agree with Mr. C.A. Robinson’s statement?

No. As discussed in Dr. Rearden’s testimony, the hedging transaction was
imprudent because it raised gas costs above what was available to Consumers.
In fact, the only claim that Mr. C.A. Robinson can make for ratepayer savings is
the pricing provision in Consumers’ contract with its affiliate Egyptian, which
allows Consumers to purchase gas at $0.05/Dth below Consumers’ contractual

supplier’s price.

However, it appears to Staff that the likely impetus for this transaction was a
benefit to Egyptian - not ratepayers. The total volume of the hedging transaction
between Consumers and Egyptian was 107,000 Dth. Assuming Consumers’
activity truly saved ratepayers $0.05/Dth, then the hedging transactions resulted

in a total savings of $5,350 ($0.05/Dth X 107,000 Dth = $5,350) for ratepayers.

The benefits to Egyptian are more substantial. As noted in Table 1 above, the
hedging activity resulted in a margin for Egyptian equal to $735,690. These
amounts are more than sufficient to show the inherent conflict of interest that Mr.
C.A. Robinson faced when he entered into these transactions. It appears likely
that this transaction was motivated less by the potential for ratepayer savings

equal to $5,350 than unregulated Egyptian’s margin of $735,690.
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Conclusion

Q. What conclusions have you reached based upon the above analysis?

A. The original purpose of the GSA between Consumers and Egyptian was for the
purchase of local gas production, a fact that Consumers does not dispute.
Further, | established that at no time was a hedging transaction discussed when
Consumers requested Commission approval of the GSA. Therefore, the
Company’s reliance on the GSA as the basis for the hedging transaction is
inappropriate.

Q. Are you providing the prudence disallowance associated with the hedging
transaction?

A. No. Itis my understanding that Staff witness David Rearden, ICC Staff Exhibit
3.0, is providing the calculation associated with the Staff’s conclusion that
Consumers’ hedging activity with its affiliate was imprudent.

Q. Does this conclude your prepared direct testimony?

A. Yes.
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